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Tips for Busy Readers
S. Madonna Kabbes, C.P.A.

The Case Against Capitalizing Leases, by
Donald C. Cook. Harvard Business Review,
Jan.-Feb., 1963. Vol. 41-#1, p. 145.

The author has expressed some well-docu
mented reasons in support of his position
against capitalizing leases. The mathematical
exactness which has always attached to ac
counting statements has had to be enlarged
upon through explanatory notes and supple
mentary schedules as transactions have become
more complex; however, accountants have
always attempted to portray that which is,
and such statements have not attempted to
reveal what may be expected in future periods.
In line with this basic assumption the
author feels the amount paid for rental under
the terms of a lease should be a charge
against the income for the period for which
such rental is paid. To show an asset on the
balance sheet which reflects the series of
future benefits expected to be received under
the terms of the lease, and a liability for the
amount yet to be paid for such future bene
fits, he feels introduces an element of uncer
tainty which is a serious departure from the
cost principle, and that “such subjective ap
praisals will tend to delude rather than to
inform.”
Tracing the legal development of leases as
expressed in the history of English law he
finds in the earlier years leases were viewed
as a “contractual right to use without owner
ship.” Later the lessee was recognized as the
owner of an interest in the land and the
“lease was asserted to be a conveyance rather
than a contract.” Modern United States law
reflects a concept that is “a synthesis of con
veyance and contract notions.”
Does the lease represent an executed or an
executory contract? If it is classified as the
former, then the conveyance notion is strength
ened; however the bilateral nature of such
contracts is emphasized by some of the implied
provisions. For example, the right of the
lessee to “quiet enjoyment” indicates the
lessor must continue to supply throughout the
entire period the rights the lessee is granted
under the lease. Such a provision cannot be
satisfied by merely turning over the keys and
giving possession of the property.
Court cases are cited where other principles
have been recognized which strengthen the
argument that leases are executory contracts.
Perhaps the strongest of these is the bank
ruptcy law which refers to unexpired leases as
executory contracts and limits the damages

the lessor may collect for the unexpired term
of such contracts.
Accounting practice in both England and
the United States has emphasized the treat
ment of lease transactions as executory con
tracts. Rentals have been recorded as charges
against income for the period to which they
apply, and only prepayments of lump-sum
amounts have been treated as capitalized costs
to be amortized over the entire term of the
lease.
Reference is made to past expressions by
the accounting profession concerning this prob
lem. In 1939 AICPA Research Bulletin #38
included the recommendation that “where a
lease is in effect an installment purchase of
property—appropriate accounting should be
recorded in the balance sheet.” A similar
statement was included in Bulletin #43 re
leased in 1953. Accounting Research Study #4,
recently released and not yet passed upon by
the Accounting Principles Board, recommends
balance sheet presentation to the extent that
leases give rise to property rights. It con
cludes such property rights arise where the
lease covers the entire useful life of the
property, allows the lessee to purchase the
property at a nominal figure when the lease
has expired, is noncancellable, and obligates
the lessee to pay such costs as taxes, insurance
and maintenance. In contrast situations are
outlined under which the above conditions
do not exist, and as a result the amount paid
as rental by the lessee cannot be considered
as a payment for property rights. In the latter
case where the agreement is primarily for
services to be rendered, no asset has been
acquired, and none should be reflected on the
balance sheet.
The author objects to this division into two
groupings of the obligations assumed by the
lessor, and maintains “all contractual rights
are in a sense property rights.” He further
asserts “the right to use the elevator is a
property right the same as the right to use a
floor of the premises.”
In his conclusion he reaffirms his position
that the purpose of financial statements is to
set forth the financial condition as of a par
ticular date, or the results of operations for
the period then ended; that such statements
cannot be expected to set forth every relevant
fact about the future of the organization. He
agrees that where the effects of leases are
material in amount, the terms of such contracts
should be disclosed through explanatory notes
and supplementary schedules. He feels this
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procedure, which he quotes as having the
approval of the Financial Analysts Federation,
will preserve the value and character of the
financial statements, and will best serve the
interests of owners, creditors, analysts, and
prospective investors.
The article is followed by a review written
by Maurice Moonitz, director of Accounting
Research of AICPA, in which he summarizes
the position taken by the Institute in the pub
lications referred to above. After reading this
summary, as well as the Accounting Research
Study (#4), the reviewer feels Mr. Cook has
in some cases over emphasized the position
taken in these statements. While it is recom
mended that under certain conditions the
related asset and liability values arising from
leasing transactions should be reflected in the
balance sheet of the lessee, the study also
details situations where the terms of the
lease contract would not warrant this pro
cedure.
WHEN IS A LIABILITY? by Wendell P.
Trumbull. Accounting Review, Vol.
XXXVIII—No. 1, January, 1963-p. 46.
From the standpoint of the investor the
right-hand side of the balance sheet shows the
division between owner and non-owner equi
ties. With this viewpoint in mind the leading
features distinguishing liabilities may be con
sidered to be (1) they are non-owner equities
or claims, (2) they involve future expenditures
of assets, and (3) they should be related to
assets already recognized.
The matching of liabilities with assets al
ready recognized as presented on the balance
sheet has its parallel in the matching of ex
penses with revenue as shown on the income
statement. While the necessity of recognizing
future expenditures for accrued salaries, taxes,
interest, etc., is obvious, other expenditures
such as those for accrued vacation pay and
product warranties have an equal claim against
the assets already recognized.
If, when accounting for installment sales,
the full amount of assets to be received is re
corded at the time such sales are made, but

taxable revenue is recorded only as collections
are made, then such deferred taxes should be
reflected as a liability related to the assets al
ready recognized. However, when depreciation
for income tax purposes is greater than that
used for book purposes, the question as to
whether such deferred taxes give rise to a lia
bility presents a debatable issue. Supposedly
partially depreciated plant assets will give rise
to future revenues; since the assets resulting
therefrom have not been recognized, it would
seem the liability for any deferred taxes on
such revenues should not be considered as a
claim against assets already recorded.
A simplified example is presented to show
how the straight-line method of depreciation
may be used for book purposes, with such al
lowance increased by an amount equal to the
tax saving realized by using accelerated meth
ods for tax purposes. By this procedure no
amount for deferred taxes need be shown, and
still the final net income figure will be the same.
Such a procedure may be justified from the
standpoint of funds flow, if the cost-recovery
aspect of depreciation is considered. While
depreciation is usually thought of as a cost
allocation procedure, basically the depreciation
problem is one of allocating periodic revenues
between cost recovery and income (or loss).
In approving wider use of declining-charge
methods of depreciation in 1954, it was the
intent of Congress to provide faster recovery
on plant investments and thus aid business in
financing expansion. By following the proce
dure suggested above, management would not
need to earmark early revenues for later in
come taxes; funds provided by tax deferment
would be available for current use to acquire
new assets, retire debt, expand inventories, etc.
When plant assets are acquired, their cost
is assumed to measure the future revenue
benefits, after taking into consideration tax
payments. If, in the future, depreciation is
taken without regard to the tax effect on the
benefits received, then a consistent basis of
reporting on plant assets has not been main
tained.

